Under US laws, all forms of asset securitization are unconstitutional. Securitization of many types of assets (loans, credit cards, auto receivables, insurance, intellectual property, etc.) has become more prevalent, particularly for financially distressed companies and companies with low or mid-tier credit ratings. This article analyzes critical legal and corporate governance issues.
Introduction
Under US laws, securitization is illegal and unconstitutional. Issues pertaining to general illegality of securitization are addressed in Nwogugu (2006) 100 . The existing literature on legal and corporate governance issues pertaining to securitization is extensive, but has several gaps that have not been addressed at all or sufficiently:  Whether securitization is legal and constitutional.  The effect of economic factors on the constitutionality of securitization, and vice versa.  The effect of behavioral factors/trends on the constitutionality of securitization, and vice versa.
Securitization constitutes violations of the Commerce
Clause of the US Constitution. For purposes of constitutional law analysis, the relevant ‗state-action' 103 consists of: a) the US Congress's omission in failing to create a uniform set of laws for securitization given the significant magnitude of securitization transactions in the US, and its pervasive effect on the overall US economy -the government has an affirmative duty to create and enforce laws that govern activities that have significant effects on its citizens and institutions; b) the sponsor's selection of collateral for securitization -which is essentially a governmental regulatory role (the sponsor takes on the ‗regulatory role' of the government in selecting collateral that supposedly conforms to certain minimum standards; the government has an interest in assuring that investors are provided adequate minimum protection by controlling/regulating the quality of collateral); c) the absence of state laws that specify criteria for selection of collateral.
In the US, Securitization transactions are governed by a combination of state laws (trust laws, corporations laws, securities laws and contract laws) and federal securities laws. Securitization involves interstate commerce and implicates the Commerce Clause, because the collateral and investors are typically located in various states, and the trustees/board-members and servicing agent maybe located in different states. Hence, securitization contravenes the Commerce Clause of the US Constitution because there are no federal contract laws or special laws that directly regulate the terms and processes of securitizations (apart from federal securities laws which are not sufficiently specific 104 and the US Trust Indenture Act of 1939 105 which governs only SPV administration and some debt covenants, but not elements of interstate commerce).
Furthermore, securitization imposes substantial burdens on interstate commerce because: a) in securitization, due diligence costs are higher for outof-state collateral, than for in-state collateral, and hence, securitization impliedly or directly discourages the use of geographically dispersed assets as collateral; b) the geographical location of the servicer is critical to the profitability of the securitization process, and hence securitization encourages specific geographical preferences, and unduely burden's interstate commerce; c) compliance costs and processing costs per securitization transaction increases drastically as the number of states involved increases; d) under the present legal regime, securitization introduces conflicts of laws arising from non-uniform state laws. of constitutional law analysis, the relevant ‗state-action' 107 consists of the following: a) the US Congress's omission in failing to create a uniform set of laws for securitization given the sheer magnitude of securitization transactions in the US, and the pervasive effect of securitization on the overall US economy; b) the sponsor's selection of collateral for securitization -in essence, the government has an interest in assuring protection for investors by implementing minimum standards of quality for collateral, and the sponsor is acting in the role of the government; c) failure of the government to enact and implement rules that govern SPV Dividend/Distribution policies in securitizations (which are different from dividend policies of normal corporate entities).
B. Securitization Constitutes a Violation
Typically, the sponsor of the securitization transaction and the trustees (or members of the board of directors) of the Special Purpose Vehicle (‗SPV‖), negotiate and determine the applicable dividend rates (where the trust issues preferred securities or other equity securities) and interest rates (on bonds issued by the trust) prior to the offering, and the established terms are not changed during the life of the ABS. The sponsor and the intermediary bank typically appoint the SPV's trustees. The key issues are:
 The SPV's dividend policy and debt policy are typically established by the sponsor and the intermediary investment bank.  The SPV is typically organized as a state-law trust, LLP, LLC or a c-corporation, and hence should be free to establish its own debt policy and dividend policy which should change over time. These conditions constitutes violations of the Free Speech rights of the SPV (and the SPV trustees), and holders of the SPV's beneficial interests, for several reasons.
Firstly The required -compulsion‖ by the sponsor and the intermediary bank exists in securitization -they elect/select the trustees, and the trustees don't get compensated and the deal will not be executed unless the trustees agree with the sponsor and the intermediary bank. There is actual and implied compulsion because the sponsor retains substantial and almost complete control of the SPV before the securities offering, and during this pre-offering period, the sponsor effectively compels the SPV to adopt specific dividend policies and debt policies. action' 110 consists of: a) the US Congress's omission in failing to create a uniform set of laws for securitization given the sheer magnitude of securitization transactions in the US, and its pervasive effect on the overall US economy; b) the securitization sponsor's selection of collateral for securitization -which is essentially a governmental regulatory role; c) the sponsor's act of specifying/controlling the terms of the ABS offering, because by doing so, the sponsor is essentially acting in the regulatory capacity of the government; d) the failure (omission) of certain industry participants such as the NYSE, NASD and SEC to enact specific laws that govern the ABS terms -these entities are effect acting in the same role as the government.
C. Securitization Constitutes A Violation
Securitization constitutes a deprivation of the SPV's, and the SPV shareholders' and the SPV trustees' constitutionally protected right to contract 111 because: 1) the sponsor has almost complete control of the SPV in the pre-offering period, and determines terms of the ABS issuance/offering; 2) the SPV shareholders/bondholders and the SPV trustees cannot change the terms of the ABS, and typically cannot change elements of the post-offering operations of the SPV.
The SPV shareholders, SPV bondholders and the SPV trustees have constitutionally protected property interests in negotiating and entering into contracts (about the SPV's operations) that are not illegal or otherwise offensive to others. These property rights arise from state constitutional law, state contract law, state property laws, expectations and norms.
However, the government's legitimate property interest in promulgating laws that enhance efficiency of the capital markets (such as Usury laws) is far outweighed by the property interests of the SPV's shareholders/beneficiaries, bondholders and trustees because: a) there are no sufficient public policy concerns that justify upholding the government's property interests; b) the contract(s) at issue has far reaching effects on third parties and significant economic effects on the parties in the securitization transaction.
D. Securitization Constitutes A Violation Of The Equal Protection Clause
Securitization constitutes violations of the Equal Protection Clause of the US Constitution. For purposes of constitutional law analysis, the relevant ‗state-action' 112 consists of the following: a) the US Congress's omission in failing to create a uniform set of laws for securitization given the significant magnitude of securitization transactions in the US, and its pervasive effect on the overall US economy; b) the sponsor's selection of collateral for securitization -which is similar to a governmental regulatory role.
In US transactions, there is no one uniform set of laws for securitization; rather, securitization transactions typically use various state corporation laws, federal bankruptcy laws, federal securities laws, the Trust Indenture Act, various state mortgage laws and various state UCC laws.
Securitization violates the Equal Protection Clause because the -specific combination of application of different laws/rules and circumvention of requirements of laws/rules‖: a) unfairly discriminates between those who have the knowledge to structure bankruptcy-remote entities/transactions and those who do not have such knowledge; b) unfairly discriminates between parties that can afford to hire skilled lawyers and accountants to circumvent relevant bankruptcy law statutes, and those who cannot afford to hire skilled advisors; c) unfairly discriminates between different securitization transactions that are based on various combinations of state corporation laws, securities laws, federal bankruptcy laws, state mortgage laws and state UCC laws -the final result is the same but the legal protections/remedies provided to various parties differ significantly under different legal regimes; d) unfairly discriminates between SPVs that are different entities -ie. trusts vs. LLPs vs. LLC vs. C-Corporation; e) unfairly discriminates between investors that have good knowledge of bankruptcy laws, securities laws, corporation laws and collateral analysis, and investors who don't have such knowledge.
Furthermore, the magnitude of legal protection for the sponsor, borrower and the investor significantly depends on the nature of the ABS tranche and the associated protections.
The foregoing challenged classifications do not serve any compelling government interest, and the classifications are not substantially related to serving any legitimate government interest 114 The main disputes in securitizations pertain to default, replacement/substitution of collateral and trustees' duties. For purposes of constitutional law analysis, the relevant ‗state-action' consists of the following: a) the US Congress's omission in failing to create a uniform set of laws for securitization given the sheer magnitude of securitization transactions in the US, and its pervasive effect on the overall US economy; b) the sponsor's selection of collateral for securitization -which is essentially a governmental regulatory role.
When there are disputes in securitizations that use SPVs, the usual venues for resolution are as follows:
a) The US Bankruptcy Courts -however, the bankruptcy laws governing securitizations and SPVs consists of both federal bankruptcy statutes and bankruptcy judge-made law (such as Stays). The judge-made law arises partly from the significant discretion granted to bankruptcy judges, and the substantial flexibility in subsequent interpretations of such man-made laws. Hence, the US bankruptcy court's combined role of enactment and enforcement of laws pertaining to SPVs in securitization, constitutes violations of the Separation-Of-Powers doctrine.
b) The US Securities And Exchange Commission -The SEC enforces securities laws and Sarbanes Oxley Act, and also adjudicates disputes related to disclosure by SPVs, sponsors, rating agencies and investors. The SEC enacts and implements (performs
